ABSTRACT
INTRODUCTION
n the 1880s, the German economist Adolph Wagner analyzed the trends in the growth of public expenditure relatively to the size of the public sector. His observations led to what is now called "Wagner"s law" or the "law of rising public expenditure" [Musgrave et al. (1989) , Trotman-Dickenson (1996) ], according to which the rise in public expenditure will be more than proportional to the increase in the national income and will thus result in a relative expansion of the public sector. This law has been the subject of extensive investigations, especially during the latest decades, as the development of modern industrial society is anticipated to have given rise to increasing political "pressure for social progress" and calls for increased allowance for "social consideration".
In their attempt to examine the existence of a short run relationship between government expenditure and economic development as well as to determine the causal flow running between these two variables, researchers carried on linear causality tests. All studies on causal relationships rely exclusively on traditional linear Granger causality tests Singh (1984a and 1984b However, linear tests alone provide weak and limited conclusions. Baek and Brock (1992) argue that linear causality tests can be weak in detecting non-linear causal relations. Recent advances in econometrics allow the use of non-linear causality techniques to test for the directions and causal flows between government spending and income. Non-linear causality tests are considered as specification tools for uncovering significant non-linearities in the dynamic interrelationships between economic variables (Hiemstra and Jones, 1994) . A study that has been carried out using the non-linear Granger causality test was conducted by Karagianni et al. (2003) and it investigated the directions and patterns of non-linear causality between government spending and gross domestic product in the Greek economy. The empirical results indicated support for non-linear causality between national income and government expenditure in six alternative functional forms of Wagner"s law.
The aim of this paper is to investigate Wagner"s law hypothesis by applying the non-linear Granger causality test in the European Union countries over the post-war time period. The non-linear Granger causality approach is expected to provide additional empirical evidence of Wagner"s law in the European Union economies.
The implementation the non-linear Granger causality test, which is considered to be one of the most advanced econometric methods, is the innovative feature of this study. The purpose of testing Wagner"s law for any non-linear causality is that it may highlight an additional avenue for which a link between government spending and income may exist and be hitherto undetected. If it is observed that non-linear causality exists, that it would imply a far more complex relationship exists between these two variables than has previously been documented. Moreover, Granger (1989) argues that uni-variate and multi-variate non-linear models represent the proper way to model a real world that is almost certainly non-linear.
The remainder of the paper is organized as follows. Section 2 analyses the alternative functional forms of Wagner"s law. Section 3 provides an overview of the empirical methodology. Section 4 presents the data and the empirical findings of the relationship between government expenditure and economic development. Section 5 concludes and section 6 gives suggestions for future research.
ALTERNATIVE FUNCTIONAL FORMS OF WAGNER'S LAW
The initial idea of Wagner"s law, where the public sector size is assumed to be a function of economic development, has raised strong disagreements among researchers about the precise formulation of the law. In this paper, we aim to investigate the nature of the relationships between government spending and national income and, for this purpose, six alternative functional forms of the law are being examined 1 :
where E stands for government expenditure, GDP stands for gross domestic product, C stands for government consumption, Y for national income, N for the population.
The first formulation was adopted by Peacock and Wiseman [1961] , who interpreted the law as follows: "public expenditures should increase by a higher rate than GDP". The second formulation was created by Pryor [1968] , who stated that "in developing countries, the share of public consumption expenditure to the national income is increasing. In the same year, Goffman [1968] expressed the law in a different way: "during the development process, the GDP per capita increase should be lower than the rate of public sector activities increase". According to Musgrave [1969] , in the fourth equation, "the public sector share to GDP is increasing as the GDP per capita raises, during the development process". Gupta [1967] considered per capita government expenditure as a function of per capita GDP (fifth equation). At last, Mann [1980] , in his attempt to verify empirically the existence of Wagner"s law, adopted the sixth formulation, according to which "public expenditure share to GDP is a function of GDP".
METHODOLOGY
In this section, the definitions of the non-linear Granger causality tests are discussed. At this part, a presentation of the statistical technique -developed by Baek and Brock (1992) and modified by Hiemstra and Jones (1994) -used to test for non-linear Granger causality -is been made. Baek and Brock (1992) propose a non-parametric statistical method for detecting non-linear causal relations that cannot be uncovered by equivalent linear tests. Their approach 2 employs the correlation integral, which provides an estimate of spatial dependence across time. 3 Consider two stationary and weakly dependent time series {X t } and {Y t }, t = 1, 2, …, n. Let the m-length lead vector X t be designated by X t m , and the Lx-length and the Lylength lag vectors of X t and Y t be designated by X For given values of m, Lx, and Ly ≥ 1 and for e > 0, Y does not strictly Granger cause X if:
The Non-Linear Granger Causality test

Baek and Brock test
where Pr(.) denotes probability and . denotes the maximum norm (the maximum norm for Z≡ (Z 1 , Z 2 , …, Z K )
is defined as the max(Z i ), i = 1, 2, …, K The probability on the left hand side of the above equation is the conditional probability that the two arbitrary m-length lead vectors {X t } are within a distance e of each other, given that the corresponding L x -length lag vectors of {X t } and L y -length lag vectors of {Y t } are within e of each other. The probability on the right hand side of the equation is the conditional probability that two arbitrary m-length lead vectors of {X t } are within a distance e of each other, given that their corresponding L x -length lag vectors are within a distance e of each other.
In order to test for non-linear Granger causality, we need first to remove the linear dependence. For this reason we apply a Vector Autoregression (VAR) model and use the estimate residuals to test for non-linear causality. We estimate the following VAR model -the VAR model filters structures and does not remove trends-for each country i, where ε i,t is the innovation at time t and p the lag length:
The strict Granger non-causality condition in the VAR model can be written as:
for e > 0 under the assumptions that {X t } and {Y t } are strictly stationary, weakly dependent and satisfy the mixing conditions of Denker and Keller (1983) , if {Y t } does not strictly Granger cause {X t } then,
A significantly positive test statistic in the above equation suggests that lagged values of Y help to predict X, whereas a significant negative value suggests that knowledge of the lagged values of Y confounds the prediction of X. For this reason, Hiemstra and Jones (1994) argue that the test statistic in the above equation should be evaluated with right-tailed critical values when testing for the presence of Granger causality. In order to test for nonlinear Granger causality the above test is applied to the two estimated residual series from the VAR models.
Modified Baek and Brock test
Baek and Brock"s version of the test has been applied by Hiemstra and Jones (1994) and is based on the assumption of mutually independent and individually iid for the errors of the maintained VAR model. The modified test holds under the more general case where the errors are allowed to be weakly dependent. The fundamental difference between the two versions of the test occurs in the estimators of σ 2 (m, Lx, Ly, e) in the last equation.
DATA AND EMPIRICAL RESULTS
Data
The present analysis has been carried out using annual data for the European Union countries for the period 1949-1998. The data is obtained from various volumes of the International Financial Statistics. Expenditure comprises all non-repayable payments by government, whether requited or unrequited and whether for current or capital purposes. Gross Domestic Product (GDP) is the sum of final expenditures: exports of goods and services, imports of goods and services, private consumption, government consumption, gross fixed capital formation and increase/decrease in stocks. Adding net factor income/payments abroad to GDP produces Gross National Income, formerly known as Gross National Product.
Results of the Non-Linear Granger Causality Test
To implement the modified Baek and Brock (1992) test, as proposed by Hiemstra and Jones (1994), a choice of values for the lead length, m, the lag lengths Lx and Ly, and the scale parameter, e, must be made. In this study, we have set the lead length at m=1 and Lx=Ly and we have used common lag length of 1 to 10 lags. Table 1 indicates the number of lags that have been used in each equation for every country. This study also uses common scale parameter of e=1.5σ, where σ denotes the standard deviation of the standardized time series.
The empirical results indicate some individual cases of bi-directional non-linear causality flows. We should mention that bi-directional non-linear causality refers to non-proportional feedback relationships between variables. The presence of non-linearity in the comovements of economic variables decreases predictability and raises sensitivity of variables responses to economic shocks. A bi-directional flow indicates that both national income effects government expenses and vice versa and it is observed in equations I and III in Belgium and Greece, equation II in Finland and Portugal, III in Ireland, IV and V in Italy and equation VI in the Netherlands. These findings denote that a shock in both government expenditures and gross national product is expected to affect in a non-proportional way national income and government spending, respectively, due to the existence of the non-linear causality. Non-linear uni-directional flows indicate that either national income affects government expenses or government spending affects income and they are observed in the remaining equations.
More specifically, in some cases -in all equations in Denmark, in equations I, III and V in Finland, II in Greece and the UK, III in Luxembourg and Portugal and II, IV and V in the Netherlands -we observe only a unidirectional non-linear flow running from the dependent towards the independent variable. This fact indicates that a shock in government expenditures is expected to have disproportionate effects on national income and policy makers cannot detect the results of a shock they may cause in government expenditures on the gross domestic product.
In the rest of the cases -in equations IV, V and VI in Belgium, in equation I in Ireland, III in Italy, I, IV and VI in Luxembourg, II and IV in Spain, I and VI in Sweden and I, III and V in the UK -a unidirectional nonlinear flow is running from the independent towards the dependent variable. This indicates that a shock in national income is expected to have disproportionate effects on government spending and policy makers are unable to know ex ante the results of a shock they may cause in an economy.
CONCLUSION
In this paper, we have tried to determine the existence of non-linear causality between government expenditure and national income in the European Union countries. The non-linear Granger causality test is implemented in six alternative functional interpretations of Wagner"s law for the time-period 1949-1998.
The empirical findings indicate signs of non-linear causality but suggest that patterns of causality between income and government expenditure display dramatic differences across various countries. Some equations present a bi-directional flow of non-linear causality. This fact indicates that a shock in government expenditures is expected to affect national income in a non-proportional way and vice-versa. In these cases, the structural relationship seems to be strong.
In other equations in specific countries, non-linear flows are not observed at all. This may be due to the fact that either non-linear flows cannot be detected or no such flows exist.
In some cases, we observe unidirectional non-linear flows running either from the dependent towards the independent variable or from the independent towards the dependent variable. These findings indicate that a shock in each variable is expected to have disproportionate effects on the other variable and policy makers cannot detect the results that a shock -they may cause -in a variable is bound to have on the other variable.
Overall, the results contribute to the empirical literature by indicating the presence of non-linear causality between national income and public spending in some European Union countries. Non-linear results are better and more robust and the results they provide are more proper and advanced. The findings may prove useful to future theoretical and empirical research on Wagner"s law.
The purpose of the paper is to provide policy makers with correct information and clearest signals as far as the potential forms of causality between national accounts" variables is concerned and to "warn" them to pay attention to the shocks they intend to raise in an economy, since they do not know how a modification (increase or decrease) in a component of government expenditure is going to affect national income. The existence of nonlinearity cannot provide clearly assessed results as far as the magnitude of the generated change is concerned. Thus, policy makers become unable to forecast the exact size of a variable change due to a policy they implement. Additionally, researchers should consider nonlinear theoretical mechanisms and empirical regularities when evaluating models of the joint dynamics of public expenditures and national income.
Non-linear causality also reflects the heterogenοus behaviour of political parties and individuals as far as the level of government expenditures is concerned. Since the beginning of 80s, European governments -in their attempt to achieve both stability and economic development -tend to implement restrictive public policies, which they occasionally recall due to social pressure for public expenditure increase. In pre-election periods, there is a tendency for government expenditures to increase, while in the rest of the time governments insist on implementing restrictive public policies. Τhe result of these contradictory policies is yet unknown, since it may also be influenced by electoral fluctuations.
SUGGESTIONS FOR FUTURE RESEARCH
The empirical results of this study can serve as a useful guide for further research. Future research can be pursued by disaggregating national accounts" data and by examining non-linear causality in each component of government expenditures. It is anticipated that each component of public expenditure is linked to the national income with either a linear or a non-linear relation. If non-linear causality relations are observed, policy makers should be cautious with the shocks they intend to raise in each component of government expenditure. 
APPENDIX
Results of the Non-Linear Granger Causality test
Non-Linear Granger Causality Test -AUSTRIA E-GDP GDP-E C-Y Y-C E-GDP/N GDP/N-E E/GDP-GDP/N GDP/N-E/GDP E/N-GDP/N GDP/N-E/N E/GDP-GDP GDP-E/GDP
Non-Linear Granger Causality Test -BELGIUM
E-GDP GDP-E C-Y Y-C E-GDP/N GDP/N-E E/GDP-GDP/N GDP/N-E/GDP E/N-GDP/N GDP/N-E/N E/GDP-GDP GDP-E/GDP
Non-Linear Granger Causality Test -FRANCE E-GDP GDP-E C-Y Y-C E-GDP/N GDP/N-E E/GDP-GDP/N GDP/N-E/GDP E/N-GDP/N GDP/N-E/N E/GDP-GDP GDP-E/GDP Lx=Ly Cs T-Val Cs T-Val Cs T-Val Cs T-Val Cs T-Val
Non-Linear Granger Causality Test -GERMANY E-GDP GDP-E C-Y Y-C E-GDP/N GDP/N-E E/GDP-GDP/N GDP/N-E/GDP E/N-GDP/N GDP/N-E/N E/GDP-GDP GDP-E/GDP Lx=Ly Cs T-Val Cs T-Val
Cs 
Non-Linear Granger Causality Test -IRELAND
Non-Linear Granger Causality Test -ITALY
Non-Linear Granger Causality Test -PORTUGAL
